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Executive Summary

The deepening crisis in the euro-zone is likely
to have major adverse effects on the UK. We
now expect the economy to stagnate in 2012,
with a high chance of a technical recession.
But a rapid escalation of the euro-zone crisis
could prompt a slump to rival that seen back
in 2008 and 2009.

Euro-zone policymakers’ latest attempts to
tackle the problems in the region are unlikely
to be successful. We continue to expect the
crisis to deepen, pushing the euro-zone
economy into recession and prompting major
disruption in the European banking sector and
international financial markets.

This will hit the UK economy through a
number of different channels. Most obviously,
exports to the euro-zone — the UK’s biggest
trading partner — are likely to drop sharply.
This would be extremely unhelpful at a time
when the UK is reliant on net trade to offset
the impact of its own fiscal consolidation. And
the trend could be exacerbated if a sharp rise
in the pound against the euro hits UK firms’
competitiveness.

But the trade effects could be swamped by the
financial consequences of the crisis. Although
the UK’s direct financial exposure to Greece
and other peripheral economies is limited, it
faces sizeable “second-hand” effects via its
links to other countries with bigger exposures.

Accordingly, major sovereign defaults in the
region could have serious adverse effects on
UK banks’ balance sheets, forcing the
Government to step in once again to support
the banking sector.

At the same time, problems in the banking
sector could prompt a new credit crunch,
starving the economy of the lending needed to
support a sustainable recovery in activity.

Finally, continued turmoil in financial markets
will have negative wealth and confidence
effects on households and firms. This will add
to the already significant negative forces on
domestic consumption and investment.

It might be hoped that the global credit crunch
of 2008-09 has made UK policymakers better
prepared to deal with another major external
shock to the economy. But they have much
less ammunition than they did back then.

The already high level of UK public borrowing
and debt suggests that there is little room for
the coalition Government to scale back its
fiscal consolidation without putting the UK’s
own credit standing at risk. Meanwhile, the
effectiveness of further bouts of quantitative
easing is likely to be limited by the fragility of
the banking sector and the already low levels
of market interest rates.

Overall, the impact of the euro-zone crisis
could easily knock more than 1% off the level
of UK GDP, causing the economy to stagnate
in 2012 as whole and very probably re-enter
technical recession.

We are still hopeful of some improvement in
2013 as lower inflation relieves the pressure
on real incomes. But a more rapid escalation
of the euro-zone crisis — perhaps involving the
break-up of the currency union — presents a
major downside risk to our forecasts.
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How big is the euro threat?

The impact of the euro-zone debt crisis on the UK economy

The UK’s decision not to join the euro may be
looking ever wiser in the light of the currency
union’s escalating debt crisis. But that does not
mean that it will escape unscathed from the
troubles in its biggest trading partner.

In this Quarterly Review, we look at just how big a
threat the euro-zone crisis poses to the outlook for
the UK economy. We begin with a brief look at the
causes of the euro-zone crisis and how it might
develop from here, before examining the various
channels through which the UK is likely to be
affected. Just how big is the euro threat?

An ever deepening crisis

We won’t spend too much time here on the origins
of the euro-zone crisis, which are fairly well
known. The root causes have varied across the
currency bloc’s Southern and so-called peripheral
economies. (We will avoid the use of the
somewhat derogatory “PIIGS” acronym.)

Greece’s problems, for example, largely reflect a
long track record of fiscal indiscipline, partly
facilitated by poor public finance accounting and
statistics. By contrast, the difficulties in Ireland and
Spain primarily reflect the legacies of previous
credit-fuelled property booms, while Italy and
Portugal have suffered from deep-seated structural
problems and a fundamental lack of
competitiveness within the currency union.

In all cases, though, the problems have been
exacerbated by the global economic downturn
seen over the last few years and the constraints
imposed by the inability of member countries to
set their own monetary policy and to allow their
currencies to devalue.

The problems have been most visibly manifested
in the very large budget deficits and high levels of
outstanding public sector debt seen across the
region. Under pressure from the financial markets
and authorities such as the European Commission
(EC) and the International Monetary Fund (IMF),
the troubled economies have sought to tackle their
fiscal problems by implementing very aggressive
austerity regimes. As Chart 1 shows, the fiscal
consolidation so far undertaken in Greece has
amounted to an astonishing 18% of GDP, while
those in Portugal and Ireland are also huge by any
ordinary standards.

CHART 1: FISCAL CONSOLIDATION AS % OF GDP
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However, the effectiveness of these programmes
has been hindered by the continued lack of
economic growth across the region, itself reflecting
both the member countries’ fundamental lack of
competitiveness and the adverse effects of the
austerity measures themselves.

Accordingly, while the EC and IMF have sought to
buy those countries time through the provision of
bail-out loans, it has become increasingly clear
that one or more countries will undertake some
form of debt restructuring or default.
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How will it end?

There are still enormous uncertainties over how
the euro-zone crisis will develop from here and
there are many possible scenarios. None of them,
however, look likely to be particularly palatable
either for the euro-zone itself or its major
neighbours and trading partners.

It is still possible that the currency union manages
to muddle through in its current form. Euro-zone
policymakers have recently announced a three-
pronged plan to tackle the crisis. This will
incorporate a sizeable Greek default, an increase
in the size and scope of the bail-out facility and a
recapitalisation of the region’s weakest banks.

Together, those measures could give the troubled
countries some valuable breathing space by
addressing their immediate liquidity and financial
pressures. Meanwhile, structural economic reforms
may slowly restore their competitiveness and
growth prospects. Further falls in the euro
exchange rate might also provide some help in the
latter regard.

But the experience of the crisis so far casts major
doubts on whether such measures will be decisive
enough to prevent the problems from continuing
in the region, leading both to large-scale
disorderly default and, ultimately, the end of the
single currency union in its current form.

This itself might just entail the exit of one or more
of the smaller economies, most obviously Greece.
This would undoubtedly cause some near-term
disruption but could ultimately leave the euro-
zone stronger, particularly if the exit could be
managed in a relatively orderly manner.

Alternatively, it could involve a much more
substantial form of break-up. The euro-zone could

split into two - a Northern currency union
incorporating Germany and the other “core”
economies and a Southern one incorporating the
periphery. Or, most dramatically, the currency
union could break down altogether, with all 17
member states returning to national currencies.

For some time, our own view has been that some
form of change to the euro-zone, or break-up, is
more likely than the “muddle-through” scenario.
And for now, the exit of Greece and one or more
of the other small economies is probably still the
most likely scenario.

Judging the timing and economic consequences of
such events, though, is very difficult. Our central
forecast is that the euro-zone economy will re-
enter recession in the next two years, contracting
by some 0.5% in 2012 and by 1% in 2013. This is
a rather gloomier outlook than the consensus
forecast for the region, which still envisages
continued positive growth.

However, a more rapid and disorderly escalation
of the debt crisis could clearly cause much more
damage to the euro-zone economy. Accordingly,
in estimating the potential impact on the UK
economy, we will loosely consider both our
central scenario and a more damaging “major
break-up” scenario in which euro-zone GDP
contracts rather more sharply — by around 3% in
both 2012 and 2013 - and the financial
consequences are much greater.

In all scenarios, though, the effects on the UK
economy will come through a number of different
channels, ranging from straightforward trade effects
to major disruption to the financial system and less
tangible influences on business and household
confidence. In what follows, we examine these
different effects individually before estimating what
collective threat they pose to the UK economy.
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The trade channel

The most straightforward channel through which
the UK will be — and already is being — affected by
the euro-zone crisis is trade. It is well known that
the euro-zone is by far the UK’s most important
trading partner, being ordinarily the destination for
almost 50% of UK exports of goods. (See Chart 2.)

CHART 2: UK GOODS EXPORTS BY DESTINATION (VALS, 2010)
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make up a not insubstantial 15% or so of the UK’s
export markets. And in any case, economic growth
in the previously solid core economies has recently
slowed sharply too.

Source — Thomson Datastream

As such, the health of the euro-zone is always an
important influence on the UK. But it is arguably
even more important at a time when the UK
economy is subject to a number of home-grown
pressures, not least the major fiscal consolidation
embarked upon by the coalition Government.

After all, the hope has been that, supported by the
fall in the sterling exchange rate seen a couple of
years ago, strong export growth would help to
offset the impact of the austerity measures, just as
it did during the last major fiscal squeeze back in
the mid-1990s. As Chancellor of Exchequer
George Osborne succinctly, but rather
optimistically, put it, “what you lose in government
spending, you gain in exports”.

But the euro-zone crisis has put a serious dent in
such hopes. Of course, UK exporters rely most
heavily on the less indebted core economies like

CHART 3: UK GOODs EXPORTS BY DESTINATION (2010)
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Given all of this, the adverse trade effects on the
UK could be substantial. Chart 4 plots the UK’s
exports to the euro-zone against euro-zone GDP.
Admittedly, the relationship is not particularly
close on a year by year basis and much will
depend on the behaviour of euro-zone imports.

CHART 4: EURO-ZONE GDP & UK EXPORTS TO EURO-ZONE
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However, there is little scope for a comparable
policy response to the threats posed by the euro-
zone crisis. While the MPC has extended its QE
programme and will probably do so further, its
effectiveness is likely to be limited by the fragility
of the banking sector and the already low levels of
market interest rates. Meanwhile, the already high
level of UK public borrowing and debt suggests
that there is little room for the coalition
Government to scale back its fiscal consolidation
without putting the UK’s credit standing at risk.

Just how big is the threat?

So just what sort of impact might the euro-zone
crisis have on the UK economy? Table 1 provides
some rough (gu)estimates of the impact of the
various effects we have discussed, both under our
central scenario of a further escalation of the crisis
and the euro-zone recession, and under the more
dramatic “major break-up” scenario. We have
included a positive policy effect based on the Bank
of England’s analysis of the impact of QE.

Note that in each case we have included the peak
impact at any one time, rather than the cumulative
effect or the impact in any particular year.
However, as we have described, a large portion of
the effects seem likely to be felt as soon as 2012.

We would stress that there is much uncertainty
surrounding such estimates, particularly those
relating to financial and confidence effects. So the
figures are intended to be illustrative, rather than
any sort of precise forecasts. Nonetheless, it seems
clear that, together, they could have a sizeable
adverse impact on the UK economy at a time
when it already faces significant home-grown
headwinds in the form of a major fiscal
consolidation, high levels of private sector debt, at
least temporarily high inflation and a weak labour
market.

Against this background, while we have long
believed that consensus and official forecasts of a
robust recovery in the UK economy over the next
few years are far too hopeful, it now looks like
even our previous expectations of very modest
growth might prove to be too optimistic.
Accordingly, we now expect GDP to stagnate in
2012 as a whole, with a very high chance of
another technical recession as defined by two
consecutive quarters of falling GDP.

TABLE 1: POSSIBLE IMPACT OF EURO-ZONE CRisis ON UK GDP

Effect Central Major
Scenario Break-Up
Drop in exports -0.4 -1.2
Rise in pound -0.3 -0.5
Drop in financial output -0.2 -0.5
Constraints on credit & lending -0.5 -1.0
Wealth effects -0.3 -0.5
Confidence effects -0.1 -0.3
Additional policy response +0.5 +1.0
Total possible impact on GDP -1.3 -3.0

Sources — Capital Economics

We remain hopeful of some improvement in 2013
as much lower rates of inflation ease the pressure
on real incomes and allow some pick-up in the
growth of household spending. For now, we have
left our forecast for GDP growth in that year
unchanged at +1.5%. But, as Table 1 shows, a
more rapid or dramatic escalation of the euro-zone
crisis than our central scenario assumes could have
a much bigger negative impact on the UK
economy and hence lead to a much deeper and
prolonged recession.

The bottom line is that the UK economy’s near- to
medium-term prospects depend extremely heavily
on the ability of the euro-zone policymakers to
get to grips with the ever-deepening debt crisis in
the region. Gulp.
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Historical Data Table

Average
1995-04 2005 2006 2007 2008 2009 ‘ 2010

Demand (%y/y)
GDP 3.4 2.1 2.6 3.5 -1.1 -4.4 1.8
Consumer Spending 4.0 2.2 18 2.7 -1.4 -3.5 1.0
Government Consumption 25 2.2 15 0.6 1.6 -0.1 15
Fixed Investment 4.7 2.4 6.4 8.1 -4.8 -13.4 2.6
Stockbuilding (% of GDP) 0.5 0.4 0.3 0.5 0.1 -0.9 0.4
Domestic Demand 3.8 21 25 35 -1.7 -5.4 2.7
Exports* 55 7.7 11.7 -1.3 1.3 95 6.2
Total Final Expenditure 4.2 3.2 4.3 2.4 -1.1 -6.3 34
Imports® 7.0 7.4 10.2 -0.9 -1.2 -12.2 8.5
Output & Profits (%y/y)
Services Output 3.9 31 4.1 35 0.5 -3.2 11
Manufacturing Output 0.6 -0.2 1.6 0.5 -2.9 -10.7 3.4
Company Profits’ (nominal) 5.1 2.5 8.4 54 -4.7 -6.6 15
Labour Market
Unemployment (ILO measure, millions) 1.8 15 17 1.7 1.8 2.4 25
Unemployment (ILO measure, %) 6.2 4.9 5.4 5.4 5.7 7.6 7.9
Employment (%yl/y) 11 1.0 0.9 0.8 0.6 -1.8 0.6
Productivity (output per worker, %yly) 25 14 17 2.7 -1.8 -3.0 0.4
Income & Saving (%y/y)
Average Earnings® 4.1 4.6 4.9 4.7 35 0.0 23
Real Household Disposable Income 3.2 1.8 15 1.2 0.3 1.6 0.1
Saving Ratio (%) 6.6 3.7 3.1 2.6 3.1 7.7 7.5
Prices (%Y/y)
CPI 1.6 2.0 2.3 2.3 3.6 21 3.3
Core CPI n/a 15 13 17 1.6 1.8 2.9
RPI 2.6 2.8 3.2 4.3 4.0 -0.5 4.6
RPIX 25 2.2 3.0 3.2 43 2.0 4.8
Nationwide House Prices (end period) 11.5 3.3 9.3 6.9 -14.7 34 0.0
Monetary Indicators (end period unless stated)
Base/Repo Rate (%) 5.38 4.50 5.00 5.50 2.00 0.50 0.50
10 Year Gilt Yield (%) 6.7 4.1 4.7 45 3.1 4.1 3.5
Sterling Trade-weighted Index 97.1 98.1 104.3 98.2 74.3 80.8 79.0
$/£ 1.65 1.72 1.96 1.99 1.47 1.62 1.55
Euro/£ 1.46 1.46 1.48 1.36 1.03 1.13 1.16
M4 (%yly, period average) 8.0 11.0 12.8 12.9 12.3 134 2.0
Balance of Payments & Public Finances
Current Account (Ebn) -15.0 -32.7 -43.1 -34.8 -19.8 -20.3 -36.7

% of GDP -15 -2.6 -3.2 -2.5 -1.4 -1.5 -25
PSNB (£bn, financial year) 12.7 37.4 30.9 34.0 96.5 156.3 136.7

% of GDP (financial year) 13 2.9 2.3 2.4 6.7 11.1 9.3
World Scene (%Yy/y)
World GDP® 35 45 5.1 5.2 3.0 -0.8 4.8
US GDP 33 31 2.7 1.9 -0.3 -3.5 3.0
Euro-zone GDP n/a 1.7 3.3 3.0 0.2 -4.1 1.7
G7 Consumer Price Inflation 1.8 2.3 2.4 2.2 3.3 -0.1 1.6
World Goods & Services Trade Volumes 7.0 7.6 9.3 7.2 2.8 -12.0 16.0
Oil Price (Brent, $ per barrel, end period) 214 58.3 59.4 93.8 36.2 70.0 90.0

! Includes VAT fraud distortion; > Gross trading profits of non-financial corporations; ° Including bonuses; * Excluding energy, food, alcohol & tobacco; °PPP terms
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Macro Forecast Table

2011f 2012f
2011f 2012f 2013f H1 ‘ H2 H1 H2

Demand (%y/y)
GDP 0.8 0.0 15 1.1 0.4 0.1 -0.1
Consumer Spending -1.5 -1.5 0.5 -1.1 -2.0 -1.8 -1.2
Government Consumption 15 -0.5 -1.5 15 1.6 -0.2 -0.8
Fixed Investment -1.5 3.0 4.0 -2.4 -0.6 3.1 2.8
Stockbuilding (% of GDP) 0.3 0.5 0.5 0.0 0.5 0.5 0.4
Domestic Demand -0.8 -0.4 0.6 -0.3 -1.3 -0.2 -0.5
Exports 45 0.0 3.0 6.9 2.3 -0.4 0.5
Total Final Expenditure 0.4 -0.3 11 1.3 -0.5 -0.2 -0.3
Imports* -0.1 -1.0 0.0 25 -2.7 -1.1 -0.8
Output & Profits (%y/y)
Services Output 1.3 0.2 17 13 1.2 0.4 0.0
Manufacturing Output 2.6 -1.5 1.0 4.0 1.3 -1.3 -1.7
Company Profits’ (nominal) 9.5 -2.5 1.0 14.4 4.7 -2.4 -2.5
Labour Market
Unemployment (ILO measure, millions) 25 3.0 3.1 25 2.6 2.8 3.1
Unemployment (ILO measure, %) 8.0 9.3 9.8 7.8 8.2 9.0 9.7
Employment (%yl/y) 0.3 -1.5 -0.5 0.7 -0.2 -1.3 -1.7
Productivity (output per worker, %yly) 0.5 15 2.0 0.4 0.6 1.4 1.6
Income & Saving (%yY/y)
Average Earnings® 2.7 1.5 2.0 2.6 2.8 2.0 1.1
Real Household Disposable Income -2.0 -2.0 0.5 -2.3 -1.8 -2.0 -2.0
Saving Ratio (%) 7.2 6.7 7.0 6.8 7.5 6.6 6.8
Prices (%Y/y)
CPI 4.6 2.8 1.5 4.3 4.8 35 2.2
Core CPI* 3.2 1.8 1.2 3.2 31 2.1 15
RPI 5.3 3.2 21 5.2 5.3 3.8 2.6
RPIX 5.3 34 2.2 5.3 5.4 4.0 2.8
Nationwide House Prices (end period) -2.0 -5.0 -5.0 -1.2 -2.0 -5.3 -5.0
Monetary Indicators (end period unless stated)
Base/Repo Rate (%) 0.50 0.50 0.50 0.50 0.50 0.50 0.50
10 Year Gilt Yield (%) 2.00 2.00 2.00 3.38 2.00 2.00 2.00
Sterling Trade-weighted Index 82.6 82.2 84.1 7.7 82.6 82.6 82.2
$IE 1.55 1.50 1.45 1.60 1.55 1.55 1.50
Euro/E 1.24 1.25 1.32 111 124 124 1.25
M4 (%yly, period average) -1.0 1.0 3.0 -1.1 -0.8 0.3 1.7
Balance of Payments & Public Finances
Current Account (Ebn) -20.0 -20.0 -15.0 -6.1 -13.9 -11.8 -8.2

% of GDP -1.3 -1.3 -1.0 -0.8 -1.9 -1.6 -1.1
PSNB (Ebn, financial year) 130 120 100 - - - -

% of GDP (financial year) 8.5 7.6 6.1 - - - -
World Scene (%y/y)
World GDP® 3.9 3.3 35 3.8 4.0 3.4 3.2
US GDP 1.7 1.5 2.0 1.9 1.6 1.7 1.3
Euro-zone GDP 1.7 -0.5 -1.0 21 13 -0.1 -0.9
G7 Consumer Price Inflation 2.4 0.9 0.5 1.8 0.8 0.6 0.4
World Goods & Services Trade Volumes 6.0 3.0 4.0 9.0 3.0 4.0 4.0
Oil Price (Brent, $ per barrel, end period) 100 85 75 112 100 90 85

" Includes VAT fraud distortion; > Gross trading profits of non-financial corporations; ° Including bonuses; * Excluding energy, food, alcohol & tobacco; °PPP terms
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Analysis: The World Economy
Recovery going from bad to worse

Even if the US economy manages to avoid

another recession, recent developments have

only reinforced our long-held belief that the
economic recovery will remain unusually °
lacklustre for several more years.

We now expect GDP growth of 1.7% in 2011

and just 1.5% in 2012, a slight downward

revision from our previous forecasts of 2% in

both years. Growth will be similarly tame in

2013. (See Chart 1.) °

Only when the structural problems created by
the housing crash and financial crisis are
resolved will the recovery gather any real head
of steam. Admittedly, the health of US bank
balance sheets has improved markedly over
the past few years, as loan default rates have
dropped back to more normal levels.

Nevertheless, America’s financial system is °
vulnerable to the crisis in the euro-zone. In
addition, households are making slow progress

in paying down debt while house prices have
continued to edge lower. (See Chart 2.)

The near-stagnation in growth in the first half

of the year and the more recent turmoil in the
financial markets has increased the chances of
another recession over the next few years.
Business surveys have weakened, consumer
confidence has collapsed and payroll growth °
has slowed. (See Charts 3,4 & 5.)

We think a recession will just about be
avoided. And any contraction would
presumably be modest since there is little
excess to be cut. Business investment is
already barely keeping pace with the rate of

depreciation and vehicle sales are barely
above the historical scrappage rate.

Unfortunately, there is little policymakers can
do to boost the subdued pace of economic
growth. The Fed has a few limited options at
its disposal, but nothing that we think would
prevent the unemployment rate from
remaining close to 9%. (See Chart 6.)

And the bad tempered negotiations over the
deal to raise the debt ceiling suggest it is
unlikely that Congress will pass the full
$450bn stimulus plan proposed by President
Obama. Admittedly the prospect of some
limited further stimulus is an upside risk to our
2012 growth forecast. But even if a smaller
package is passed, it would probably be too
small to make a material difference.

A contraction in Federal discretionary
spending will therefore compound the cuts in
spending and employment by State and local
governments already underway. (See Chart 7.)

With the actual level of real GDP still not back
to where it was before the recession and more
than 6% below the economy’s full potential, it
is surprising that underlying inflation has
accelerated. (See Chart 8.)

While temporary factors explain some of the
resurgence, we expect core inflation to fall
back only gradually. Nevertheless, given that
the recovery could continue to disappoint for
several more years, the threat of deflation is
likely to reappear at some point.
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The World Economy Charts

Chart 1: US GDP (%q/q Annualised)

Chart 2: US Household Debt As a % of Disposable Income
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Analysis: The World Economy (Continued)

Euro-zone’s policy plans unlikely to end the crisis

Policymakers’ latest attempts to respond to the
ongoing debt crisis are unlikely to prevent both
recession and major financial disruption in the
region. As such, the future of the single
currency remains under serious threat.

Hopes that a combination of austerity and bail-
outs would resolve the debt crisis are dead and
buried. As Charts 9 & 10 show, government
borrowing costs and the costs of insuring
against bank defaults have risen higher.

In response, policymakers have drawn up a
three-pronged plan incorporating an expansion
of the bail-out fund, a major “haircut” on
Greek debt and a recapitalisation of the
region’s most vulnerable banks. The euro has
re-strengthened in response.

But it is far from clear that the plans are
decisive enough given the policymakers’
inadequate action so far in the crisis and the
resistance amongst voters in the core
economies to more help for the periphery. And
they do not tackle the root causes of the crisis,
such as the peripheral economies’
fundamental lack of competitiveness.

Meanwhile, sharp falls in the business surveys
of activity suggest that the economic recovery
is already over. (See Chart 11.) Confidence has
recently fallen steeply in the core economies.

The slowdown partly reflects developments in
the external sector. With global trade growth
likely to slow further, the downturn could have
much further to run, even if the euro continues
to weaken.

The recent pick-up in wage growth and the
fact that inflation is likely to slow bodes better
for consumer spending. (See Charts 12.) But
plummeting consumer sentiment suggests that
households are battening down the hatches.
(See Chart 13.) With signs that unemployment
is on the rise, we expect household spending
to fall in 2012 and 2013.

The ECB is likely to cut interest rates to 1% by
early next year. But this won’t prevent the
region plunging back into recession. We have
pencilled in falls in euro-zone GDP of about
0.5% in 2012 and 1% in 2013, with deeper
falls in the Southern European economies. (See
Charts 14.) However, a rapid escalation of the
debt crisis — involving disorderly debt defaults,
a banking crisis and even some form of break-
up of the euro itself — would no doubt see a
much deeper slump.

Meanwhile, exporters in Switzerland, Sweden
and Norway will be hit hard by recession in
the euro-zone and their strong currencies. But
greater scope to loosen fiscal and monetary
policy suggests that these economies will
outperform the euro-zone over the next couple
of years. (See Chart 15.)

The outlook for Emerging Europe’s economies
has deteriorated sharply due to their
dependence on the euro-zone for exports.
Meanwhile, in Turkey, we now think it more
likely than not that a sudden stop in external
financing will pull the economy into recession
next year. All told, we expect the region’s
growth to slow sharply from 4% this year to
1.8% in 2012. (See Chart 16.)
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ECO JMICS
The World Economy Charts (Continued)
Chart 9: Ten-year Government Bond Yields (%) Chart 10: European Banks’ 5 Year CDS Premia (Bps)
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Analysis: The World Economy (Continued)

Asian policymakers starting to ease

China’s g/q growth stabilised in the summer
while y/y growth slowed only a little, which
fits with the message from our more timely
China Activity Proxy. (See Chart 17.)

Export growth has started to ease and the near-
term outlook is poor. (See Chart 18.) Within
China, property developers’ inventories are
rising, threatening to undermine real estate
investment, which has been a key driver of
economic growth in recent years. China is
therefore likely to slow.

The export slowdown is coinciding with clear
evidence that inflation has peaked. The
headline consumer price rate fell to 6.1% yly
in September and is on course to drop below
5% by the end of the year. (See Chart 19.)

China’s government has room to loosen policy
to prevent growth slowing too far. Fiscal policy
was barely used during the global crisis and
the deficit remains low. State-owned banks are
also likely to step up lending, albeit not on the
scale seen three years ago.

A second round of stimulus would, as before,
benefit commodity producers but do little to
support demand in the rest of the world.
Between 2007 and 2009, China’s trade
surpluses with Europe and the US contracted
by an amount equivalent to just 0.1% of US
and European GDP. (See Chart 20.)

As long as a post Lehman’s-style collapse in
demand is avoided, the renminbi is likely to
keep rising against the dollar in part because,
with the medium outlook for the developed

economies so dire, China will come under
pressure to do more to rebalance its economy.

Policymakers elsewhere in Asia have already
started to cut interest rates in anticipation of a
rocky period ahead. In most cases, rates had
risen substantially over the past two years,
allowing space to loosen. Risks in the region
are concentrated in the more open and trade
dependent economies. (See Chart 21.)

India has been an exception among the
region’s emerging economies, with its central
bank raising rates this month amid stubbornly
high inflation. (See Chart 22.) However, the
tightening cycle looks to be over — we expect
cuts in the second half of next year.

In Japan, the recovery from March’s disaster is
mostly complete with supply-side constraints
largely resolved. However, the recovery has
already tailed off and growth is likely to slow
sharply after a Q3 bounce. (See Chart 23.)
Private sector demand is likely to remain
lacklustre as a result of a deterioration in
labour market conditions. The deteriorating
global outlook has also left business
confidence fragile.

The main prop for the economy will be
government-funded reconstruction spending.
Any boost will be partially offset by higher
taxes being introduced specifically to service
reconstruction bonds. Normal budgetary
expenditure is set to fall as the government
starts to address the dire state of public
finances. (See Chart 24.)

UK Quarterly Review Q4 2011 18



2006 2007 2008 2009 2010 2011 2012 2013

90 92 94 96 98 00 02 04 06 08 10 12

Sources — Markit, Thomson Datastream, IMF

ECO JMICS
The World Economy Charts (Continued)
Chart 17: Capital Economics China Activity Proxy & GDP Chart 18: China Merchandise Trade ($bn, seas. adj.)
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Analysis: UK Output and Activity

High inflation and fiscal austerity will squeeze consumers...

The economic recovery has been brought to a
halt by a toxic combination of severe fiscal
austerity, falling real incomes, financial market
stress and a slowing global recovery. We
expect no growth in GDP over the next year or
so and think that the economy will enter
technical recession again.

The underlying trend in output has remained
broadly flat over the last few months. GDP
grew by just 0.1% g/q in the second quarter
and, if the business surveys are taken at face
value, they perhaps point to renewed
contraction in the third quarter. (See Chart 1.)

In addition, extensive revisions to the historical
GDP data have left a bigger drop in output
during the recession (7.1%) than previously
estimated (6.4%). (See Chart 2.) The UK’s
recovery therefore continues to compare
poorly with those seen overseas — as Chart 3
shows, output is broadly back to its pre-
recession peak in the US, Germany and
France, but more than 4% below it in the UK.

The enormous pressures on consumers’
finances are still continuing to intensify. For a
start, conditions in the labour market are
deteriorating again. Measures of employment
intentions suggest that the private sector will
continue to fail to fully offset job losses in the
public sector.

Furthermore, there is still plenty of slack in the
labour market and the wider economy. While
the recession has undeniably reduced the
economy’s supply potential, evidence also
suggests that firms have hoarded labour. (See
Analysis: Labour Market, pages 30-31.)

Accordingly, firms should be able to cut jobs
while maintaining output at current levels.

Unemployment therefore looks set to rise
further, perhaps to over 3 million by the end of
2012. In this environment, nominal pay
growth is likely to fall below 2%, despite high
inflation. (See Chart 4.) Real wages will remain
firmly negative for another year or so.

At least commodity prices have fallen back
from their peak in the spring and still seem to
have scope to fall further. That should help to
bring down inflation, thereby easing some of
the squeeze on households’ spending power
and providing a bit of a boost to the wider
economic recovery as well. (See Chart 5.)

But while the commaodity price squeeze may
ease, the fiscal squeeze will remain tight. (See
Chart 6.) Consumers will continue to bear the
brunt of the austerity.

Admittedly, there is some ‘wriggle room’ in the
fiscal plans. Cuts in public investment could
be scaled back, although few projects are
‘shovel-ready.” Meanwhile, weak growth will
surely mean that public borrowing falls slower
than planned. So the Chancellor’s room for
manoeuvre will be severely constrained.

Meanwhile, the deterioration in financial
markets has compounded the pressures on
consumers. The drop in household wealth due
to falls in equity prices points to sharp falls in
spending. (See Chart 7.) Consumer confidence
has also collapsed and points to real spending
falling by 1% or so per quarter. (See Chart 8.)
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UK Output & Activity Charts
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Analysis: UK Output & Activity (Continued)
..while a decent net trade boost seems unlikely

Overall then, we think that real household
spending will fall by around 1.5% this year and
the same again in 2012. Any recovery in 2013
is also likely to be modest. (See Chart 9.) The
onus therefore remains on the corporate and
external sectors of the economy to get the
recovery going.

The fragility of the banking system, however, is
likely to remain a key constraint on growth in
these sectors. Output in the financial sector
itself continued to fall sharply since the start of
the recession. (See Chart 10.)

At the same time, credit constraints have
continued to depress output in the rest of the
economy. The continued decline in bank
lending points to next to no growth in nominal
GDP in the months ahead. (See Chart 11.)
Stricter capital requirements as well as losses
on their holdings of euro-zone sovereign debt
are also likely to mean that banks contract their
balance sheets further.

Meanwhile, given that the first and larger
round of QE in 2009/10 provided only very
limited support to bank lending, we see little
reason to expect either QE2 or ‘credit easing’
to have much impact on the supply of lending.

At least firms are flush with cash, perhaps
pointing to the scope for strong growth in
business investment. (See Chart 12.) However,
business investment accounts for less than 10%
of GDP, so even a strong rebound would
provide only limited support to the overall
recovery.

Meanwhile, the fading of the global economic
recovery has already led to a sharp drop in the
volume of UK goods exports — and surveys
point to further falls ahead. (See Chart 13.)

In addition, the UK’s dependence on exports to
the euro-zone suggests that it would be
severely affected by recession in the region.
(See Main Article, pages 2-11.) So a decent net
trade boost to growth may have to wait until
2013 or later.

It is therefore hard to see which sector of the
economy will get the recovery back on track.
As a result, we expect zero annual growth in
GDP in 2012 and growth of just 1.5% or so in
2013. (See Charts 14 & 15.) A technical
recession (two quarters of falling GDP) seems
likely.

If our forecasts pan out, a large amount of
spare capacity is likely to persist. Output is
already 12% or so below the level it would
have reached had it continued to grow at its
historical average rate — that gap could grow to
15% by the end of 2013. (See Chart 16.)

Nonetheless, the outlook is very uncertain. On
the upside to our forecasts, the Government
might scale back the fiscal tightening, although
this would only be to the detriment of medium-
term growth. However, the greater risks to
even our downbeat forecasts seem to lie to the
downside. In particular, a renewed UK banking
crisis is still possible if the euro-zone crisis
culminates in panic and disorderly default.
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UK Output & Activity Charts (continued)

Chart 9: Real Household Spending Chart 10: Total Services & Financial Sector Output (% y/y)
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Analysis: UK Inflation
Close to the summit

e UK consumer price inflation is close to a peak
and should fall back sharply over the coming
quarters as food and energy effects fade and
weak demand and spare capacity bear down
on underlying price pressures.

e The various measures of UK inflation have
continued to edge higher over recent months.
As Chart 1 shows, headline CPI inflation has
returned to the recent high (of 5.2%) seen back
in 2008, while the RPI and RPIX measures
have hit 20 year highs. Chart 2 shows that the
upward pressure has come primarily from
higher food and energy inflation.

e These elements could push inflation a bit
higher in the near-term. The full impact of the
gas and electricity price rises announced by
most suppliers over the summer has yet to hit
the index. Meanwhile, food inflation may also
climb a bit further in lagged response to the
previous surge in agricultural commodity
prices. (See Chart 3.)

¢ Nonetheless, a number of the forces which
have pushed inflation higher over the last year
should soon start to work in the opposite
direction. As Chart 3 shows, if agricultural
commaodity prices stay where they are, food
inflation should drop back pretty sharply in
2012. This trend could be reinforced by the
recent outbreak of price wars amongst some
supermarkets.

e At the same time, energy effects should also
start to ease before too long, provided that oil
prices do not take another leg higher. As Chart
4 shows, the contribution of petrol prices to

inflation could go from +0.8% in September to
around zero by early 2012.

Likewise, the impact of the gas and electricity
price hikes will also fade later next year,
provided that wholesale energy prices do not
carry on climbing. (See Charts 5 & 6.)

Together, these forces could easily knock 2%
off headline consumer price inflation over the
next 12 months and potentially much more if
commodity prices were to drop back more
sharply. Note that food and energy effects
pulled inflation down by more than 3% in the
12 months from September 2008.

But these downward influences will be only
temporary. A much more important question is
therefore whether underlying or core (ex. food
and energy) inflation will fall back significantly
from its recently elevated levels.

As Chart 7 shows, core inflation has risen
much further over the last year or so — and
stayed higher for much longer — than when
headline inflation last surged back in 2008. It
has also been much higher than the equivalent
inflation measures in other areas like the US
and the euro-zone.

Of course, some of this probably reflects the
impact of the increases in VAT seen in the last
two years. Nonetheless, measures of inflation
which supposedly exclude such tax effects,
such as CPIY, have recently picked up sharply
and are also well above the 2% target for the
headline rate. (See Chart 8.)
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UK Inflation Charts

Chart 1: UK Inflation Measures (%)

Chart 2: Main Contributions to CPI Inflation Rate (%)
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Analysis: UK Inflation (continued)
Medium-term outlook still benign

All of this has prompted concerns that inflation
may have become more strongly ingrained in
the UK economy than the Monetary Policy
Committee and most forecasters previously
anticipated.

However, there are still some good reasons to
expect core inflation to fall back over the
coming quarters. For a start, the lingering
inflationary impact of sterling’s sharp
depreciation back in 2007 and 2008 should
gradually fade.

As Chart 9 shows, import price inflation has
fallen back sharply over the last two years and
core goods CPI inflation had started to respond
before the process was interrupted by the
effects of the VAT hike. But the trend may well
have further to go. In particular, Chart 10
suggests that clothing inflation could soon
plunge as lower imported clothing price
inflation feeds through into the high street.

Of course, exchange rate effects are less likely
to account for the continued stubbornness of
inflation in the services sector, which Chart 11
shows has also been much higher than that in
other economies. This has prompted
suggestions that there might be less spare
capacity in the economy than previously
thought, perhaps because of a permanent drop
in productivity.

But recent revisions to the GDP data have
pointed to a greater degree of slack in the
economy, perhaps of the order of 4% to 5% of
GDP. The experience of previous recessions
strongly suggests that an “output gap” of this
magnitude should eventually have a sizeable

downward influence on core inflation. (See
Chart 12.)

At the same time, other medium-term
influences continue to point to lower inflation
ahead. While households’ inflation
expectations have remained at fairly elevated
levels, there are no real signs that the low
inflation psychology of the last decade or more
is under serious threat. (See Chart 13.)

Meanwhile, with a large amount of slack also
evident in the labour market, high inflation
expectations have not translated into any
material pick-up in pay settlements and wages
growth. As a result, unit wage costs growth
remains subdued, pointing to lower rates of
core CPI inflation ahead. (See Chart 14.)

Finally, despite concerns over the potential
inflationary effects of more quantitative easing,
monetary indicators like M4 growth continue
to point to lower, not higher, inflation over the
medium term. (See Chart 15.)

Overall, then, inflation will remain at
uncomfortably high levels for the rest of 2011
and the first half of 2012, maintaining the
squeeze on real incomes and depressing
growth and activity.

But as food and energy contributions fade and
the effects of weak demand and spare capacity
finally take hold, inflation should fall back
sharply next year and remain very subdued in
2013. (See Chart 16 and Forecast Table:
Inflation on page 36.)
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ECO JMICS
UK Inflation Charts (continued)
Chart 9: Import Prices & Core Goods CPI Inflation (%) Chart 10: Clothing Import & CPI Inflation (%y/y)
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Analysis: UK Labour Market
Labour market succumbing to slowdown

Conditions in the labour market are
deteriorating rapidly again. Unemployment
will rise considerably further as firms trim
workforces amid stagnant demand and as job
cuts continue in the public sector.

After a decent recovery in 2010, employment
has started to fall sharply again. According to
the Labour Force Survey, 178,000 jobs were
lost in the three months to August, the largest
quarterly fall since the recession. (See Chart 1.)
The Workforce Jobs measure also fell in Q2.

A large part of the recent fall in employment
has reflected fiscal consolidation. As Chart 2
shows, 105,000 public sector jobs were axed
in Q2 (exc. the nationalised banks), far more
than the 38,000 in Q1. Spending cuts will
have also hit private sector employment.

The cuts in public sector employment still
have a long way to go. The OBR expects
400,000 jobs to be lost over the next four
years. However, we think that that figure will
be closer to 500,000 — weaker-than-expected
tax receipts are likely to necessitate deeper
cuts in government spending. (See Chart 3.)

And private sector job creation can no longer
be relied upon to offset public sector job cuts.
The number of job vacancies in September
was 7% below its level at the start of the year.
And as Chart 4 shows, the activity surveys
point to no growth in private-sector
employment in the near term.

Developments in the labour market also tend
to lag behind those in the overall economy, so

the full impact of the recent slowdown on
employment is unlikely to have been felt yet.

Meanwhile, the sharp drop in productivity
points to scope for firms to cut jobs while
maintaining output. Granted, part of the fall in
output per worker might have reflected some
permanent damage to the economy’s supply
potential caused by the recession. (See Chart
5.) Productivity may not be able to return
quickly to its pre-recession level.

However, we doubt that supply shocks can
explain all of the 10% or so gap between trend
and actual productivity — perhaps half at best.
The remainder appears to have reflected firms
hoarding labour in anticipation of a decent
recovery. Average weekly hours, for example,
are still about 1.5% below their pre-recession
average, suggesting that workers are far from
being fully utilised. (See Chart 6.)

With the outlook for growth now poor, we
therefore suspect that firms will cut jobs again.
This would mirror the experience after past
recessions when productivity surged as firms
continued to cut employment. (See Chart 7.)

All in all, then, we think that the ILO measure
of unemployment could surpass 3 million in
2012 and rise even further in 2013. (See
Forecast Table: Labour Market, page 39.)

Renewed rises in unemployment will therefore
intensify the downward pressure on nominal
pay growth, which may well fall below 2%
again soon. (See Chart 8.) Although inflation
should start to fall back soon, real pay will
probably not start to rise again until 2013.
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ECO MICSs
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Analysis: UK Monetary Policy
More QE likely

The weakness of the UK’s economic recovery
is likely to mean that the MPC extends QE at
least once more and keeps interest rates on
hold for another couple of years or more.

We had predicted for a long time that the next
move in monetary policy would be a
loosening (i.e. more QE) instead of a tightening
(i.e. rate hikes). The MPC certainly came close
to hiking in the spring, when three members
voted for higher rates. (See Chart 1.) But that
threat has now disappeared, with no members
voting to hike rates and all members agreeing
to extend QE by £75bn to £275bn in October.

The recent slowdown in the economic
recovery has clearly caused the Committee to
soften its stance. As Chart 2 shows, the CIPS
activity surveys have recently fallen to levels
consistent in the past with no change in rates.

Furthermore, the hawks’ fears of the “second-
round effects” of higher inflation have not
come to pass. While inflation expectations
have drifted up, slack in the labour market has
kept a lid on wage increases. (See Chart 3.)

In contrast, the MPC’s chief concern now
appears to be below target inflation. The
minutes to October’s meeting acknowledged
that the downside risks to their inflation
forecast made in August had risen significantly.
We agree. (See Chart 4.) If inflation falls to the
low rates that we expect, then the case for
further stimulus will remain strong.

With interest rates virtually at zero, more QE
seems to be the only way of imparting further
stimulus. In September, the MPC rejected

following the Fed and committing to low rates
for a couple of years, arguing that there was
little to be gained when markets already
believed that this would be the case. As Chart
5 shows, markets have held to that view.

Assessing how much more QE the MPC will
do is more of an art than a science. Its effects
are more uncertain than those caused by
changes in interest rates.

So far, however, it appears that the MPC is
getting less ‘bang for its buck’ from QE2 than it
did from QEL. As Chart 6 shows, while the first
£200bn of QE reduced the spread of bond
yields over risk-free interest rates by around
80bp, the spread has barely budged so far.

In addition, while the first batch of QE
increased banks’ reserves (included in MQ), it
did little to boost broad money (M4) or
lending. (See Chart 7.) QE may be even less
effective this time if its effects are offset by
rising banking tensions amid an intensifying
euro-zone debt crisis.

Nonetheless, with few practical alternatives,
QE’s ineffectiveness may simply lead the MPC
to do more. Hefty gilt issuance since the MPC
stopped the first round of QE should also mean
that the Committee can increase its purchases
without creating distortions in the gilt market.

As a result, we think that the MPC may extend
QE by a further £75bn in February and £50bn
in May, taking the total stock of QE to £400bn.
Needless to say, more QE will also add to the
downward pressure on gilt yields. (See Chart 8
and Forecast Table: Monetary, page 40.)
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UK Monetary Policy Charts

Chart 1: No. Of MPC Members Voting For an
Interest Rate Hike

Chart 2: CIPS/Markit Surveys & Official Interest Rates
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Analysis: UK Public Finances
Downturn will derail deficit reduction plans

The deteriorating outlook for the economy
threatens to put a major hole in the
Government’s deficit reduction plans.

The recent news on the public finances has
been mixed. Public sector net borrowing
(PSNB) has followed only a slightly lower path
than that seen in 2010/11. (See Charts 1 & 2.)
Nonetheless, with last year’s deficit having
been revised lower, borrowing is roughly on
track to meet the OBR’s 2011 Budget forecast
of £122bn for 2011/12.

However, the public finances could soon start
to suffer more heavily from the weakness of
the economy. As Chart 3 shows, the recent
improvement has mainly reflected a sharp
slowdown in the growth of public spending.
But this may not last if economic weakness
puts upward pressure on cyclical spending.

Meanwhile, the recent pick-up in the growth
of tax receipts appears to be a lagged response
to the acceleration in activity reflected in
business surveys like the CIPS reports about six
months ago. The recent weakening in such
surveys suggests that receipts will soon slow
again. (See Chart 4.)

Looking further ahead, the OBR’s medium-
term growth assumptions still look very
optimistic. It assumed in March’s Budget that
GDP growth would accelerate from 1.7% this
year to 2.5% in 2012 and 2.9% in 2013. Our
forecast that the economy will stagnate in
2012 before growing modestly in 2013
suggests that tax revenues will be much
weaker than the OBR predicted.

At the same time, weak or no growth will
make it very difficult for the Government to
meet its extremely demanding spending plans.
As Chart 5 shows, they involve the biggest
squeeze on real current spending since at least
the late 1950s and probably well before. That
will be impossible to achieve if cyclical
spending is rising sharply.

Given these factors, Chart 6 shows how the
path of public borrowing might look under our
economic projections and assuming no further
policy changes. Instead of falling sharply over
the next five years as the OBR predicts, the
budget deficit could remain stubbornly close
to current levels or even start to rise again.

This probably would not break the
Government’s main fiscal mandate, which is to
balance the cyclically adjusted budget by
2015. But it would derail the supplementary
objective for the debt to GDP ratio to be falling
by the same year. (See Chart 7.)

What’s more, it would presumably limit the
scope for the Government to switch to a “Plan
B” involving smaller spending cuts in order to
revive the economy. Indeed, it may even force
it to tighten fiscal policy further.

High borrowing levels and heavy bond
redemptions will keep gilt issuance very high.
(See Chart 8.) But with short-term interest rates
remaining low, the Bank of England engaging
in more QE and gilts maintaining some safe-
haven status, the Government’s borrowing
costs should remain low. (See Forecast Table:
Public Finances, page 41.)
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UK Public Finances Charts

Chart 1: Public Sector Net Borrowing (£bn, cum.)

Chart 2: Public Sector Net Borrowing (£bn, 12m rolling total)
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Analysis: UK External Sector
Euro-zone crisis to prevent trade boost

The recent improvement in the external
position looks likely to be short-lived as the
deepening problems in the euro-zone have a
major adverse impact on UK exports.

Encouragingly, recent data have suggested that
the lower pound might finally be helping the
UK economy to re-balance. Although a
widening in the trade deficit meant that net
trade subtracted from GDP growth in Q2, the
timelier monthly data suggests that the deficit
is now back on an improving trend. (See Chart
1&2)

Meanwhile, the overall current account deficit
narrowed to just 0.5% of GDP in Q2 - its
smallest since 1998. (See Chart 3.)

Nonetheless, we are concerned that these
improvements will not be sustained. For a
start, surveys of export orders suggest that any
recovery in exports will prove to be short-
lived. (See Chart 4.)

What’s more, renewed recession in the euro-
zone looks likely to have a severe impact on
demand for UK exports. (See Main Article,
pages 2-11.)

Indeed, as Chart 5 shows, UK exports to the
euro-zone economies suffering the most from
fiscal austerity have already fallen sharply. As
austerity intensifies in these countries and
broadens to the core euro-zone economies,
UK exporters seem likely to be hit hard.

At least around half of all UK exports go to
countries outside of the euro-zone - the weak
pound could support stronger demand from

these countries and therefore prevent a
wholesale collapse in UK exports. But UK
exporters remain under-represented in the
strongly-growing emerging markets.

Net trade could still support the overall
economic recovery if demand for imports falls
sharply. The latter certainly seems likely if the
relationship between domestic demand and
imports is sustained. (See Chart 6.)

However, import volumes may hold up better
than Chart 6 suggests if customers find it
difficult to find comparable substitutes for
expensive imports from domestic producers or
if the euro depreciates substantially, making
imports a lot cheaper. All in all, then, only a
slow narrowing in trade deficit seems likely.

A sharp fall in the investment income surplus,
the other major component of the overall
current account, may also be on the cards.

Granted, the surplus has grown steadily since
the start of last year, reflecting a surge in UK
firms’ profits abroad. However, we doubt that
this surge will be sustained when the euro-
zone re-enters recession. (See Chart 7.)

As a result, while the current account deficit
may be much smaller than seen in recent
years, it seems unlikely to narrow much from
here on in either. We have pencilled in the
overall deficit holding steady at £20bn or so in
2012, before shrinking to £15bn in 2013. (See
Forecast Table: External Sector, page 42.)
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ECO MICSs
Chart 1: Net Trade Contrib. to Quarterly GDP Growth (%) Chart 2: Trade Balances (£bn)
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Analysis: UK Regions
London unlikely to be the star performer

None of the UK’s regions will avoid the
weakness of the overall economic recovery.
However, the northern regions look set to
come off worse as the global recovery slows
and the euro-zone crisis intensifies.

As Chart 1 shows, the activity surveys suggest
that growth in the North has broadly matched
that in the South over the last few months. This
contrasts with the experience of the recession
and recovery in 2010 when growth appears to
have been weaker in the North.

This recent performance has perhaps
supported our view that the fiscal squeeze will
not prompt the traditional North-South divide
to widen in the way that many expect. The
dependence of Northern Ireland, Wales,
Scotland and the North on public sector
spending and employment often marks these
regions out as most likely to suffer from the
squeeze. (See Chart 2.)

But not all government spending will be cut
equally. For example, welfare cuts are initially
focused on housing benefit. London will be
one of the biggest losers from this. And given
that the tax increases have been aimed at
higher earners, the wealthier southern regions
are again likely to be the worst off. (See Chart
3.) As a result, the effects of the fiscal squeeze
may be felt fairly evenly across the country.

However, government spending cuts are not
the only influence on regional economies. We
had hoped that a reasonable, if unspectacular,
recovery in manufacturing, aided by the
weakness of the pound, would support growth
in the northern regions. As Chart 4 shows,

manufacturing’s share of regional GDP is
generally higher in the North than in the
South. Exports of goods also account for the
highest percentage of regional output in the
North East and Wales. (See Chart 5.)

However, the recent sharp deterioration in the
economic outlook in the euro-zone has made
such support over the next few years
increasingly unlikely. (See Main Article, pages
2-11.) It may not be until the middle of the
decade when a decent boost to growth from
net trade will be felt. Growth in the South may
therefore be a bit stronger than in the North
over the next year or two.

That said, we continue to doubt that London
will outperform. The capital seems likely to be
held back by its reliance on the financial
sector, which will be burdened by new
regulation. And given that house prices look
more overvalued in London than elsewhere,
falls might ultimately be greater than those in
other regions. (See Chart 6.) Slower population
growth and inward migration is also likely to
hold back London’s growth rate somewhat.

As a result, London is unlikely to be the stellar
performer over the next decade that it was
over the last two. (See Chart 7.) Indeed, the
various constraints facing London suggest that
the capital could see its share of overall UK
GDRP fall over the next few years. (See Chart 8.)

But we doubt that regional growth rates will
converge completely. While the South East
could increase its share of UK GDP by 0.5% or
so over the next decade, Scotland, Wales and
Northern Ireland still look set to fare badly.
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UK Regions Charts

Chart 1: GDP-Weighted Output Balances Chart 2: Government Spending & Employment (As a % of
Regional GDP & Employment)
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Forecast Table: UK Inflation

Monthly Effect on Index Level of Annual Rate
Other Items \ the CPI
Alc. & Seas Total  Index CPI
Rent Tobac. Energy Food Eff. | Change All CPI Core'

2011

Jan 0.5 0.0 0.2 0.3 -0.8 0.1 116.9 4.0 3.0 51 51
Feb 0.4 0.0 0.0 0.1 0.1 0.2 0.8 117.8 4.4 3.4 55 55
Mar -0.2 0.0 0.1 0.2 -0.2 0.2 0.3 118.1 4.0 3.2 5.3 5.4
Apr 0.3 0.1 0.2 0.1 0.4 1.0 119.3 4.5 3.7 5.2 53
May -0.2 0.1 0.1 0.2 0.2 1195 4.5 3.3 5.2 53
Jun -0.6 0.1 0.2 -0.1 119.4 4.2 2.8 5.0 5.0
ul 0.1 0.1 -0.2 0.0 119.4 4.4 3.1 5.0 5.0
Aug 0.2 0.1 0.3 0.6 120.1 4.5 3.1 5.2 5.3
Sep 0.3 0.1 0.4 -0.1 0.7 120.9 5.2 3.3 5.6 5.7
Oct 0.1 0.1 0.1 -0.1 0.3 121.3 53 3.3 5.6 5.7
Nov 0.1 0.1 0.2 121.5 5.1 3.2 5.5 5.6
Dec 0.1 0.1 0.3 0.5 122.1 4.6 2.9 5.0 5.0
2012

Jan 0.1 0.1 0.1 0.0 -0.8 -0.4 121.6 4.0 2.5 4.4 4.5
Feb 0.1 0.2 0.3 122.0 3.6 2.1 3.9 4.1
Mar 0.1 0.2 0.4 122.5 3.7 2.2 4.0 4.2
Apr 0.1 0.1 0.1 0.2 0.5 123.0 3.1 1.7 35 3.6
May 0.0 0.1 0.1 123.2 3.1 1.9 3.4 3.6
Jun -0.1 0.1 0.1 123.3 3.3 2.2 3.6 3.7
Jul -0.2 -0.2 123.1 3.1 2.0 3.4 3.6
Aug 0.1 0.3 0.4 123.6 2.9 1.7 3.2 3.4
Sep -0.1 123.5 2.2 1.4 2.6 2.7
Oct -0.1 123.5 1.9 1.4 2.3 2.5
Nov 123.5 1.7 1.3 2.1 2.3
Dec 0.1 0.0 0.0 0.4 0.4 124.0 1.6 1.3 2.0 2.2
2013

Jan 0.1 0.1 -0.8 -0.5 123.4 15 1.3 2.0 2.1
Feb 0.1 0.2 0.3 123.8 15 1.3 2.0 2.1
Mar 0.3 0.3 124.2 1.4 1.2 1.9 2.1
Apr 0.1 0.1 0.2 0.5 124.8 1.4 1.2 1.9 2.1
May 0.1 0.2 125.0 1.4 1.2 1.9 2.1
Jun 0.2 0.2 125.2 15 1.3 2.1 2.2
ul -0.2 -0.1 125.0 1.6 1.3 2.1 2.2
Aug 0.3 0.3 125.5 15 1.3 2.1 2.2
Sep -0.1 125.4 15 1.3 2.1 2.3
Oct -0.1 125.5 1.6 1.3 2.2 2.3
Nov 125.4 1.6 1.3 2.2 2.3
Dec 0.4 0.4 125.9 15 1.2 2.2 2.3

* Excludes energy, food, alcohol & tobacco.
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Forecast Table: UK Labour Market

Activity
Workforce ILO/Labour Force Survey ILO Unemployment Claimant Count Unemployment
Employment
Millions %yly Millions %yly Millions % Millions %
2010 31.6 0.8 29.1 0.6 2.5 7.9 15 4.7
2011f 31.7 0.4 29.1 0.3 25 8.0 15 4.9
2012f 31.7 0.0 28.7 15 3.0 9.3 1.9 5.8
2013f 317 0.0 28.6 05 3.1 9.8 2.0 6.2
Q1 2011 31.7 1.0 29.2 13 2.4 7.7 15 4.6
Q2 317 0.2 29.2 0.1 2.5 7.9 15 4.7
Q3 31.7 0.2 20.1 0.0 2.5 8.0 1.6 5.0
Q4 31.7 0.0 29.0 -0.4 2.6 8.3 1.6 5.2
Q12012 317 0.0 28.9 -1.2 2.8 8.8 17 55
Q2 317 0.0 28.8 -1.4 2.9 9.2 18 5.8
Q3 31.7 0.0 28.6 -1.7 3.0 9.6 1.9 6.0
Q4 31.7 0.0 28.6 -1.7 3.1 9.8 19 6.2
Q12013 317 0.0 28.6 -1.1 3.1 9.8 1.9 6.2
Q2 31.7 0.0 28.6 -0.7 3.1 9.8 2.0 6.2
Q3 31.7 0.0 28.6 -0.3 3.1 9.8 2.0 6.2
Q4 31.7 0.0 28.6 0.0 3.1 9.8 2.0 6.2
Average Earnings Real Av. Earnings (Incl. Bonuses, %Y/y) Productivity Unit Labour Costs
Incl. Bonuses Excl. Bonuses Deflated by RPI Deflated by CPI %yly %yly
% yly % yly Inflation inflation
2010 2.3 1.9 -2.4 -1.0 1.2 0.2
2011f 2.7 1.9 -2.6 -1.9 0.5 13
2012f 15 1.0 -1.7 -1.3 15 0.1
2013f 2.0 2.2 0.0 0.5 2.0 0.0
Q1 2011 25 21 -2.8 -1.7 0.3 -11
Q2 2.7 2.3 -2.4 -1.7 0.5 1.9
Q3 2.8 1.6 -2.5 -1.9 0.1 2.7
Q4 2.7 14 -2.7 -2.3 11 16
Q1 2012 2.6 0.7 -1.5 -1.2 1.3 1.2
Q2 13 0.7 -2.2 -1.8 1.4 -0.1
Q3 0.9 1.0 -2.2 -1.8 15 -0.6
Q4 1.2 1.4 -1.0 -0.5 1.6 -0.4
Q12013 1.7 1.9 -0.3 0.2 1.6 0.1
Q2 21 23 0.1 0.6 18 03
Q3 2.1 2.3 0.0 0.6 2.1 0.0
Q4 2.2 2.3 0.0 0.6 2.6 -0.4
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Forecast Table: UK Monetary

Interest Rates & Bond Yields (end period)

Repo Rate 10-Year Gilts 20-Year Gilts US Fed Funds Rate Euro-zone Refi Rate
% % % % UK-US % UK-Euro-zone

2010 0.50 3.51 4.01 0.25 0.25 1.00 -0.50
2011f 0.50 2.00 3.20 0.25 0.25 1.50 -1.00
2012f 0.50 2.00 3.20 0.25 0.25 1.50 -1.00
2013f 0.50 2.00 3.20 0.25 0.25 1.50 -1.00
Q1 2011 0.50 3.69 431 0.25 0.25 1.00 -0.50
Q2 0.50 3.38 4.19 0.25 0.25 1.25 -0.75
Q3 0.50 2.23 3.21 0.25 0.25 1.50 -1.00
Q4 0.50 2.00 3.20 0.25 0.25 1.25 -0.75
Q12012 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q2 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q3 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q4 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q12013 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q2 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q3 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Q4 0.50 2.00 3.20 0.25 0.25 1.00 -0.50
Sterling versus... $ ¥ Euro Euro’ ERI®
2010 1.56 126 0.86 1.17 79.7
2011 1.55 109 0.81 1.24 82.6
2012f 1.50 98 0.80 1.25 82.2
2013f 1.45 87 0.76 1.32 84.1
Q1 2011 1.60 134 0.89 1.13 78.9
Q2 1.60 130 0.90 111 7.7
Q3 1.56 120 0.86 1.16 79.8
Q4 1.55 109 0.81 1.24 83.1
Q1 2012 1.55 109 0.81 1.24 83.1
Q2 1.55 101 0.81 1.24 83.1
Q3 1.50 98 0.80 1.25 82.6
Q4 1.50 98 0.80 1.25 82.6
Q12013 1.50 90 0.80 1.25 82.6
Q2 1.50 90 0.80 1.25 82.6
Q3 1.45 87 0.76 1.32 84.6
Q4 1.45 87 0.76 1.32 84.6

*Pound per euro ° Effective exchange rate index.
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Forecast Table: UK Public Finances'

Government Spending & Receipts (£bn)

(m (V)] 3 @ (5) (6) (7)=4) +(6)

Current Revenue effect Current Current Current Net Investment Total
Receipts of tax changes Receipts Spending’ balance Expenditure
(excluding tax (including tax

changes) changes)
Recent History
07-08 549 n/a 549 554 -5 29 583
08-09 533 n/a 533 583 -50 46 629
09-10 513 n/a 513 621 -108 48 669
10-11 550 n/a 550 650 -100 39 689
OBR Forecast
11-12 589 n/a 589 679 -90 32 710
12-13 620 n/a 620 693 -73 28 720
13-14 660 n/a 660 706 -46 24 730
14-15 698 n/a 698 720 -22 24 744
15-16 735 n/a 735 739 -5 25 764
Capital Economics Forecast
11-12 586 0 586 678 -92 38 716
12-13 601 5 606 693 -87 33 726
13-14 624 10 634 712 -78 22 734
14-15 648 15 663 730 -67 23 753
15-16 679 20 699 754 -54 25 779

Government Borrowing & Debt
PSNB Public Sector Net General Public Sector Net  Gross gilt sales
Cash Government Debt £bn
£bn % GDP Requirement Gross Debt % GDP
(PSNCR) £bn % GDP’

Recent History

07-08 35.0 2.5 215 43.2 36.5 146.5
08-09 95.9 6.7 59.6 56.8 44.0 227.6
09-10 156.0 1.1 204.1 71.2 52.7 166.4
10-11 138.6 9.4 145.2 78.7 60.3 169.0
OBR Forecast

11-12 122 7.9 129 84.1 66.1 168
12-13 101 6.2 109 87.0 69.7 164
13-14 70 4.1 83 87.2 70.9 133
14-15 46 2.5 52 85.7 70.5 112
15-16 29 15 32 83.5 69.1 85
Capital Economics Forecast

11-12 130 8.5 138 85.4 67.4 187
12-13 120 7.6 128 90.8 73.5 181
13-14 100 6.1 113 93.9 77.6 161
14-15 90 5.2 96 94.8 79.6 157
15-16 80 4.4 82 94.4 80.0 135

* Some figures in this table may not add due to rounding. * Includes depreciation. ° Maastricht definition.
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Forecast Table: UK External Sector

Current Account

Goods Services Investment Income Current Transfers Current Account
£bn % of GDP £bn % of GDP £bn % of GDP £bn % of GDP £bn % of GDP

2010 -98.5 -6.7 57.0 4.0 23.0 1.6 -20.1 -1.4 -36.7 -2.6
2011f -94.1 -6.3 70.1 4.7 24.5 1.6 -20.5 -1.4 -20.0 -1.3
2012f -89.8 -6.0 71.8 4.8 18.0 1.2 -20.0 -1.3 -20.0 -1.3
2013f -88.5 -5.9 73.5 4.9 20.0 1.3 -20.0 -1.3 -15.0 -1.0
Q1 2011 -22.8 -6.1 17.0 4.6 7.4 2.0 -5.7 -1.5 -4.1 -1.1
Q2 -24.6 -6.6 17.8 4.8 9.6 2.6 -4.8 -1.3 -2.0 -0.5
Q3 -23.7 -6.4 17.7 4.8 4.0 1.1 -5.0 -1.4 -7.0 -1.9
Q4 -23.1 -6.2 17.7 4.8 3.5 0.9 -5.0 -1.3 -6.9 -1.9
Q1 2012 -22.8 -6.1 17.7 4.8 3.5 0.9 -5.0 -1.3 -6.6 -1.8
Q2 -22.6 -6.0 17.9 4.8 4.5 1.2 -5.0 -1.3 -5.2 -1.4
Q3 -22.4 -6.1 18.0 4.9 5.0 1.4 -5.0 -1.4 -4.4 -1.2
Q4 -22.0 -5.9 18.2 4.9 5.0 1.3 -5.0 -1.3 -3.8 -1.0
Q12013 -21.9 -5.9 18.2 4.9 5.0 1.3 -5.0 -1.3 -3.7 -1.0
Q2 -22.1 -5.8 18.3 4.8 5.0 1.3 -5.0 -1.3 -3.7 -1.0
Q3 -22.2 -5.9 18.4 4.9 5.0 1.3 -5.0 -1.3 -3.8 -1.0
Q4 -22.3 -5.9 18.5 4.9 5.0 1.3 -5.0 -1.3 -3.8 -1.0
Exports, Imports & Prices (£bn)
Goods Services Goods & Services Prices’
Exports Imports
Exports Imports Exports Imports Exports Imports %yly %yly
2010 265.7 324.4 162.4 114.7 428.1 439.1 4.0 3.4
2011f 302.2 396.3 182.3 112.2 484.5 508.5 5.0 6.0
2012f 309.9 399.7 184.9 113.2 494.8 512.9 1.5 2.0
2013f 316.5 404.9 188.1 114.7 504.6 519.6 0.5 -0.5
Q1 2011 75.0 97.8 44.6 27.6 119.6 125.5 1.8 3.9
Q2 73.8 98.4 46.1 28.3 119.9 126.7 0.7 2.6
Q3 76.5 100.2 45.7 28.0 122.2 128.2 6.6 7.6
Q4 76.9 99.9 45.9 28.2 122.8 128.1 5.4 6.0
Q1 2012 77.1 99.9 46.0 28.3 123.1 128.2 55 6.0
Q2 77.3 99.9 46.2 28.3 1235 128.2 5.0 5.4
Q3 77.5 99.9 46.3 28.3 123.9 128.2 0.6 0.8
Q4 77.9 99.9 46.4 28.3 124.4 128.2 0.5 -0.1
Q12013 78.4 100.3 46.6 28.4 125.0 128.7 0.2 -0.7
Q2 78.9 100.9 46.9 28.6 125.8 129.5 0.1 -0.7
Q3 79.4 101.5 47.2 28.7 126.5 130.3 0.6 -0.5
Q4 79.8 102.1 47.5 28.9 127.3 131.1 1.2 -0.2

" Excludes prices of oil and other erratic items
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Forecast Table: UK Regions

Nominal GDP (% y/y)
North North Yorks & East West East London South South Wales Scot. Nlre. UK'

East West Humber Mids Mids East West
Av. (00-07) 4.8 4.6 4.9 5.2 4.2 5.2 6.8 5.2 5.5 4.7 53 55 5.4
2008 2.6 2.8 2.6 2.4 2.2 2.5 5.0 2.6 2.8 2.2 3.7 23 25
2009 -1.5 -1.6 -2.6 -2.7 -2.7 -2.0 2.4 -2.2 -2.1 -2.2 -0.9 -20 -2.1
2010e 2.7 2.8 3.4 3.2 3.1 3.7 2.9 3.5 3.7 1.8 25 16 3.1
2011f 4.0 4.1 4.7 4.5 4.4 5.0 4.1 4.7 5.0 3.1 3.7 2.8 4.3
2012f 1.5 1.6 2.2 2.0 1.9 2.5 1.6 2.2 2.4 0.6 1.2 0.4 1.8
2013f 2.6 2.7 3.3 3.1 3.0 3.6 2.8 3.3 3.6 17 23 15 3.0
Av. (11-20) 4.9 4.7 4.8 4.8 4.8 4.9 4.7 5.0 5.1 4.1 4.3 4.0 4.6

* Includes GVA unattributed to particular regions

Employment' (% y/y)

North Yorks & East West East London South South Wales Scot.

East West Humber Mids Mids East West
Av. (00-07) 1.2 0.9 1.2 1.0 0.5 1.4 0.9 0.9 1.3 1.5 1.3 1.5 1.0
2008 0.3 -0.4 -0.6 -1.9 -0.1 -0.3 3.0 -0.1 0.3 0.2 0.7 1.2 0.3
2009 -1.3 -0.5 -0.9 -2.0 -2.9 -1.1 -2.0 -1.7 -0.9 -1.2 -40 -29 -1.7
2010 -1.6 -1.2 -0.8 1.3 -1.2 1.2 -0.6 0.1 -2.1 -1.0 25 0.7 -0.7
2011f -0.1 0.0 0.6 0.4 0.3 0.9 0.1 0.6 0.9 -1.0 -04 -1.2 0.3
2012f -1.8 -1.7 -1.1 -1.4 -1.4 -0.9 -1.7 -1.1 -0.9 -2.7 21 29 -1.5
2013f -0.9 -0.8 -0.2 -0.4 -0.5 0.1 -0.7 -0.2 0.1 -1.7 1.1 -1.9 -0.5
Av. (11-20) 0.4 0.3 0.3 0.3 0.3 0.4 0.2 0.5 0.6 -0.3 0.2 -04 0.3

* Workforce Jobs measure

House Prices (% y/y, year-end)
North North Yorks & East West East London South South Wales Scot. NlIre. UK

East West Humber Mids Mids East West
Av. (00-07) 12.8 12.3 13.0 12.1 114 118 11.1 11.5 12.1 13.1 119 17.2 11.9
2008 -11.2 -14.5 -13.6 -14.2 -141 -16.7 -15.0 -15.4 -14.8 -12.1 -8.3 -34.2 -14.8
2009 -2.2 2.8 2.8 2.5 2.0 4.5 7.1 5.6 3.9 -0.2 09 -6.6 3.4
2010 0.5 -1.8 -3.6 1.7 0.6 3.4 2.5 2.1 2.2 -1.8 -2.2 95 0.6
2011f -2.5 -6.0 -3.0 -2.0 -2.5 0.0 1.0 0.0 -1.0 -2.5 -40 -8.0 -2.0
2012f -8.0 -8.0 -6.0 -6.0 -6.0 -3.0 -2.0 -3.0 -5.0 -8.0 -7.0 -8.0 -5.0
2013f -3.5 -5.0 -3.0 -5.0 -4.0 -6.5 -6.0 -6.0 -6.5 -4.0 4.0 -20 -5.0
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